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Executive Summary

Purpose Proposals to consolidate U.S. bank regulatory agencies have raised
questions about how other countries structure and carry out their bank
regulation and supervision and central bank activities. Representative
Charles E. Schumer asked GAO to provide information about the structure
and operations of such activities in several countries.' This report presents
the information requested for Canada, which provides an example of a
structure that features a federal supervisor other than the central bank.
GAO'S objectives were to describe (1) the Canadian bank federal regulatory
and supervisory structure, and its key participants; (2) how that structure
functions, particularly with respect to bank authorization or chartering,
regulation, and supervision; (3) how banks are examined; and (4) how
participants handle other financial system responsibilities. This report
provides requested information about the Canadian bank regulatory
structure, but does not attempt to evaluate that structure.

The banking structure in Canada is relatively concentrated. Canada has six
major domestic banks with nationwide branch networks and diversified
operations that held 90.9 percent of Canada's total bank assets and
88.6 percent of domestic assets. As of December 31, 1994, there were 11
domestic banks in Canada and 53 subsidiaries of foreign banks, which
were first allowed to enter Canada as banks in 1980. Banks in Canada are
required to be federally chartered and carry out a number of nonbanking
activities-including trust, securities, and most insurance activities
through wholly owned subsidiaries.

Government inspection of banks was introduced in 1924 when the
Canadian government amended the Bank Act to create the Office of the
Inspector General of Banks (OIGB) after the failure of a large bank that had
over 70 branches. A number of failures in the early 1980s led to a review of
the supervisory methods of OIGB. The review recommended consolidation
of bank and insurance company supervisory offices, which resulted in the
creation of the Office of the Superintendent of Financial Institutions (OSF)
in 1987. The founding of OSFI was intended to create a strong supervisory
institution to oversee the safety and soundness of financial institutions and

to address the growing similarities between banks and nonbank financial
institutions. To accomplish these goals, osFI's authority was strengthened

'For information on GAO's already issued reports on the German and British regulatory systems, see
Bank Regulatory Structure: The Federal Republic of Germany (GAO/GGD-94-134BR, May 9, 1994) and
Bank Regulatory Structure: The United Kingdom (GAO/GGD-95-38, Dec. 29, 1994). GAO is also
preparing reports on the regulatory systems of France and Japan.
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Executive Summary

and its scope was extended to all federally incorporated financial
institutions.2

Deposit insurance in Canada was introduced in 1967 when the Canada
Deposit Insurance Corporation (CDIC) was established following a few
financial institution failures and the dissatisfaction of provincial
governments with the lack of deposit insurance. CDIC insures the deposits
of all federally incorporated financial institutions along with deposits of
most provincially incorporated institutions. cDIC is run by a Board of
Directors and a Chairman, who report to Parliament through the Minister
of Finance.

Canada established its central bank in the Bank of Canada Act of 1934.
The main responsibility of the Bank of Canada was, and is today, the
formulation and implementation of monetary policy. After its
establishment, disagreements over responsibility for monetary policy
arose between the Bank of Canada and the federal government. To resolve
those differences, a mechanism was incorporated into the Bank of Canada
Act in 1967 that requires the Governor and the Minister of Finance to
"consult regularly on monetary policy and on its relation to general
economic policy." The mechanism also provides an explicit directive
through which the Minister of Finance can override the Bank of Canada's
monetary policy.

Results in Brief Since 1987, osFI has been formally recognized in statute as the primary
supervisor of federal financial institutions in Canada. osF's responsibilities
include administering the application process for incorporating financial
institutions; issuing financial institution regulations and guidelines; taking
both formal and informal enforcement actions-relying mostly on
informal actions, such as recommendations; and taking the lead in
resolving problem institutions. osF also has the authority to examine and
receive considerable information from financial institutions. osFi has
overall supervisory responsibility for all activities of financial institutions,
but securities activities conducted in subsidiaries are reviewed for osFI by
the cognizant provincial securities regulator.

osFI conducts full-scope, on-site examinations of financial institutions with
a staff of full-time examiners. osFI relies on a financial institution's
external auditors for an assessment of the fairness of an institution's

2Henceforth, financial institutions in this report refer to federally chartered deposit-taking financial
institutions, which include all banks and federally chartered trust companies.
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annual financial statements. External auditors also have a responsibility to
report to osm anything that they discover during the course of their work
that might affect the well-being of an institution, and osm advises external
auditors about anything material that has come to its attention concerning
a financial institution.

osFI shares certain regulatory and supervisory responsibilities with other
government agencies, such as eDIC and the Department of Finance. CDIC

has a secondary supervisory role, but it has increased its influence over
supervision and regulation in recent years by taking advantage of its
authority to issue standards. For example, the Standards of Sound
Business and Financial Practices By-laws set forth that each member
institution should establish sound business and financial practices in eight
areas, such as liquidity management. In addition, CDIC has some
enforcement authority, such as terminating deposit insurance or assessing
premium surcharges, and takes the lead in resolving failed institutions.
The Minister of Finance has final decisionmaking authority over key
supervisory decisions, such as incorporating a financial institution, closing
an institution or terminating deposit insurance. The Bank of Canada's
current role in bank supervision is largely limited to providing information
to other participants in the decisionmaking process.

OSFI, CDIC, the Minister of Finance, and the Bank of Canada also share, to
some degree, in other financial system responsibilities, such as liquidity
provision, crisis management, payment and settlement systems
management, international representation, and lender of last resort
responsibilities.

Two primary committees have been established to improve the
relationships and the sharing of information among the four regulatory
agencies. The Financial Institutions Supervisory Committee (Fisc) was
established to enhance communication on financial institutions'
supervisory issues and is not a decisionmaking or advisory body. The
Committee is chaired by the Superintendent of Financial Institutions and
includes the Deputy Minister of Finance, the Governor of the Bank of
Canada, and the Chairman of CDIC. These four members also make up the
Senior Advisory Committee (sAc) that meets under the Chairmanship of
the Deputy Minister of Finance to discuss policy changes or legislative
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proposals. A current White Paper proposal is intended to further clarify
roles and coordination among these agencies. 3

Figure 1: Responsibility for Bank Regulatory and Related Functions in Canada

Key participants

Public

Department of Finance

OSFI **** _ 

CDIC @ 0 0 0 0@ 0 j.b

Bank of Canada I I I 0 

Private

CPA

External auditors I
Note: OSFI, CDIC, the Bank of Canada, and the Minister of Finance are all involved in information
sharing and coordination of activities.

aCDIC does special examinations for troubled banks.

bCDIC has a more limited role than the Bank of Canada in serving as lender of last resort.

CThe Bank of Canada does not conduct regular examinations, but has the power to request
special examinations.

dExternal auditors may perform special audits for OSFI, CDIC, or the Bank of Canada; and OSFI
uses their financial audits in deciding upon the scope of the examination.

Source: GAO analysis.

3The White Paper is a policy paper called Enhancing the Safety and Soundness of the Canadian
Financial System, which was released on February 9, 1995. It contains a set of proposals that allow for
early intervention in problem institutions, enhanced disclosure of financial information, a stronger
prudential framework for financial institutions, a revised framework for the protection of
policyholders, and measures to contain costs for the deposit insurer and to control systemic risk in the
clearance and settlement systems.
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Principal Findings

OSFI Has Primary Although, technically, the Minister of Finance issues "letters patent" that

Responsibility Over incorporate federal financial institutions, osFI actually is responsible for

Authorization and the application process and recommends to the Minister of Finance
whether a financial institution should be federally chartered. CDIC is

Supervision responsible for approving applications for deposit insurance, and CDIC and
OSFI are to coordinate this process. Provincially incorporated financial
institutions apply to provincial regulators for incorporation and apply to
CDIC for deposit insurance.

osFi and CDIC can both take enforcement actions against federal financial
institutions, although osFI has available a wider range of enforcement
actions compared to the more narrowly defined actions available to cDIc.
According to osFI officials with whom we spoke, the enforcement actions
taken by osFI have usually been informal. In such cases, osFI recommends
that certain actions are to be taken by a financial institution to remedy
identified problems. Formal enforcement actions, such as directions of
compliance, have rarely been used. According to osFI officials, institutions
usually comply with informal recommendations, knowing that osn will not
hesitate to use more formal action if compliance is not forthcoming. CDIC
officials with whom we spoke said formal enforcement actions consist
primarily of imposing a premium surcharge-which has never been
done-and terminating a member's deposit insurance-which was done
once for an otherwise solvent member.

OSFI and CDIC Have OSFI is responsible for administering and interpreting legislation

Responsibility for concerning financial institutions by developing regulations and guidelines.

Regulations and Guidelines osFi generally issues guidelines because the process of issuing regulations
is long, complex, and less flexible. Although guidelines do not have the
force of law, according to osFI officials, they are usually followed by all
financial institutions.

cDIc has the authority to issue bylaws, which have the force of law. CDIC
bylaws pertain to the operations and functions of CDIC and its members
and include eight Standards of Sound Business and Financial Practices
By-Laws for member institutions. The Standards By-laws were enacted in
1993 and cover eight areas, such as credit risk management. The Standards
By-laws have related guidance that CDIC issues to assist member
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institutions in following the Standards By-laws. Compliance with the
Standards is measured through a financial institution's self-assessment
process, which, starting in 1995, OSFI is to review and verify during its
annual examination of federal financial institutions.

OSFI, CDIC, and the Bank osF, cDIc, and the Bank of Canada have developed a shared statistical
of Canada Rely on Many reporting system, whereby financial institutions are required to report
Sources of Information to data, such as quarterly income statements and annual financial reports.4
Carry Out Their This data reporting system meets the supervisory and deposit insurance

CResosbii . needs of osFI and CDIC, as well as the monetary policy information needs of
Responsibilities the Bank of Canada.

To carry out its supervisory responsibilities, OSFi relies on several sources
of information beyond that provided in the data reporting system.
Financial institutions are required to file periodic reports, including annual
financial statements, with osFI. Institutions provide more specific
information if requested to do so. In addition, osni obtains supplemental
information from numerous informal meetings and discussions with
financial institutions and from several formal meetings with institutions'
management, audit committees, and external auditors. These meetings
allow OSFi to gather information on an institution's activities, such as how
an institution is controlling risk, and provide a formal opportunity for
discussing osFi's examination findings.

Although CDIC relies on osFI for most of its information on the financial
condition of its members, it can also receive financial statements directly
from financial institutions and other financial information from the data
reporting system. In addition, CDIC can request that a special examination
be done by either osFI examiners or hiring its own consultants if, for
instance, its Board of Directors has determined that a financial institution
poses a high risk of failure. Such examinations are intended to provide
CDIC with additional current information to assess failure resolution
options and CDIC'S potential liability if a financial institution were to fail.

The Bank of Canada uses the data reporting system to get information
about the financial system and individual institutions, primarily to fulfill its
monetary policy responsibilities. In addition, the Bank of Canada receives
information directly from financial institutions-particularly the six

4Under the data reporting system, financial institutions submit their data to OSFI, which then redirects
it to the Bank of Canada for processing. Once processed, the information is redistributed to OSFI and
CDIC.
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largest banks-and market intelligence from such sources as money
markets, investment banks, and contacts with other financial institutions.

Several committees, such as FISC and SAC, have been established to address
problems of coordination and overlap among the participants in financial
institution regulation and supervision at the federal level. The White Paper
proposals, which are currently being discussed, are intended to help
improve the supervisory and regulatory system by further clarifying
participants' roles, providing for greater transparency in the system,
establishing an earlier intervention process, and increasing supervision
over the clearing and settlement system.

osn is required to examine financial institutions once a year. This
responsibility is carried out by osFI'S part-time examiners who plan,
conduct, and report the results of the examinations. osFI officials said the
scope of the examinations typically include the financial institution's
activities and exposures to risk, the solvency of an institution, and an
institution's compliance with legislation and guidelines. During the
examination planning process, osFI examiners are to review the work of
the external auditors to identify issues that should be addressed in the
on-site examination, to minimize duplication, and to determine the scope
of the examination.

Participants Have Several osFI, CDIC, the Minister of Finance, and the Bank of Canada share several

Other Financial System other financial system responsibilities.
Responsibilities

· The Superintendent of Financial Institutions, a Deputy Superintendent of
Financial Institutions, the Deputy Minister of Finance, and the Governor of
the Bank of Canada are all members of CDIC'S Board of Directors.

· The Bank of Canada services day-to-day liquidity needs for the banking
system.

* The Bank of Canada and CDIC, in a more limited capacity, act as lenders of
last resort to solvent institutions. In this capacity, the bank of Canada
seeks the assurance of osFI regarding the viability of the institution. The
Bank of Canada's lending is on a secured basis, and CDIC'S lending is on
either a secured or unsecured basis.

· OSF, CDIC, the Minister of Finance, and the Bank of Canada all play roles in
crisis management involving financial institutions.
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* osF and the Bank of Canada both represent Canada on the Basle
Committee of Bank Supervisors. 5 The Bank of Canada and the Associate
Deputy Minister of Finance also represent Canada in other forums, such as
meetings of the finance ministers and governors of the Group of Seven
Countries.

* The Bank of Canada is the settlement institution for members of the
payments system and appoints the Chairman of the Board of Directors of
the Canadian Payments Association. Although the Bank of Canada does
not own or operate the payments system, the recent White Paper proposal
would give the Bank of Canada regulatory oversight of the systemic risk
aspect of the clearing and settlements system.

Recommendations This report contains no recommendations.

Agency Comments Senior officials from OSFI, CDIC, the Department of Finance, and the Bank
of Canada reviewed and commented on a draft of this report. These
comments were generally technical in nature and were incorporated
where appropriate.

6The Basle Committee on Bank Supervision was created in 1974 under the auspices of the governors of
the G-10 central banks and is the main forum for central bankers and supervisors to reach agreement
on how best to supervise international banks. Its members meet several times a year and consist of
senior representatives of bank supervisory authorities and central banks from 12 countries.
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Chapter 1

Introduction

The banking system in Canada is relatively concentrated, with six large
banks that have nationwide branch networks and diversified operations.
Bank regulation and supervision are the exclusive responsibility of the
federal government, although certain provincially incorporated financial
institutions, such as securities firms, are under the jurisdiction of the
provinces. As a result of financial institution failures and reviews of the
supervisory process, the federal regulatory system has gradually evolved
from a system of minimal regulation of federal financial institutions to one
with more oversight by federal supervisors.

Overview of Canadian Banks in Canada carry out a number of nonbanking activities-including
trust, securities, and most insurance activities-through wholly owned

Banking Industry bank subsidiaries.6 Banks were given the authority to enter the securities
business under 1987 revisions to the Bank Act.7 In 1992, banks were
permitted to enter into the insurance and trust businesses through
subsidiaries. All of the major banks have wholly owned securities and
trust subsidiaries and have recently started to enter the insurance
business.

The Canadian banking industry has consolidated quite significantly, from
36 banks in the early 1900s-many of which were locally based-to 9
domestic banks and 53 foreign-owned banks, with over 8,200 branches
serving more than 2,700 communities in the provinces and territories. As
of December 31, 1994, Canada's six largest banks held 90.9 percent of total
bank assets and 88.6 percent of domestic bank assets. As a result of
nationwide branching and a broad range of permissible activities, the
major chartered banks8 in Canada are able to diversify geographically as
well as by lines of business.

Until 1980, foreign banks were prohibited from establishing subsidiaries,
branches, or agencies in Canada 9 Banks in Canada were required to be
mostly Canadian-controlled and to be widely held; that is, no individual
shareholder could hold more than 10 percent of the bank's voting shares.
These banks were classified as Schedule "I" banks. The Banks and

6Canadian banks are prohibited by law from establishing bank holding companies, which are entities
that may have significant ownership interests in both banks and nonbank financial firms.

7The Bank Act was first known as an Act Relating to Banks and Banking, and throughout this report
we refer to it as the Bank Act.

8 Commercial banks in Canada are commonly referred to as chartered banks, because for a long time a
bank could be established only by a charter granted in a special act from the Canadian Parliament.

9The prohibition on foreign interests establishing banks in Canada existed between 1967 through 1980.
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Banking Law Revision Act of 1980 opened the Canadian market to
subsidiaries of foreign banks by creating a new category of permissible
banks, called Schedule "II" banks. Ownership of these banks was initially
limited to foreign banks, but in 1992 Schedule II banks were expanded to
include ownership by foreign and domestic banks, which are also required
to be widely held. At the time of the initial legislation, there were several
legal differences between the Schedule I and II banks. However, primarily
due to international agreements, there are not likely to be any significant
differences, and Schedule II banks operate in the same manner as
Schedule I banks.

As of 1994, there were 11 domestic banks in Canada-9 Schedule I banks
and 2 Schedule II banks-most of which had nationwide branches; and 53
Schedule II banks that were subsidiaries of foreign banks. Other financial
institutions that provided banking services included 20 trust companies, 10
loan companies, and 7 cooperative credit associations.

Table 1.1: Federal Canadian Financial
Institutions (October 31, 1994) Canadian dollars in billionsa

Number of Percent of credit
Type of institution institutions Total assets industry assets

Schedule I banks 9 $740.5 84.6%

Schedule II banks 2 10.8 1.2
(domestic)
Schedule II banks 53 65.1 7.4
(foreign)

Trustsb 20 15.3 1.7

Loan companiesb 10 36.3 4.1

Cooperative credit 7 7.3 0.8
associationsc

Total 101 $875.3d 100.00/

aOn April 1, 1995, the Canadian dollar was worth 0.713 in U.S. dollars.

bTrust company and loan company statistics are as of November 30, 1994. Trust company
numbers include only federally chartered trust companies and exclude all trust companies owned
by banks. Loan company numbers exclude those owned by mortgage companies.

CCooperative credit association statistics are as of December 31, 1993. Cooperative credit
associations are nonprofit associations that are owned by their respective member credit unions.

dSchedule I and II Banks make up $816.4 billion (Canadian), or over 90 percent, of the total
assets of federally regulated financial institutions.

ePercentages may not add to 100 percent due to rounding.

Source: Policy and Research Division, OSFI.
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History of Bank During the first century of federal bank supervision, Canada gradually
increased the attention given to the safety and soundness of banks'

Regulation and operations. The creation of the Office of the Superintendent of Financial

Supervision in Canada Institutions (osn) in 1987 was intended to improve bank supervision by
increasing government involvement in the supervisory process.

Federal Bank Supervision Banks in Canada were originally incorporated by individual provinces, and

Evolved Between rules on how banks were governed differed from province to province. In

1867-1978 1867, when Canada became a confederation, the British North America
Act gave the new federal government exclusive jurisdiction over all
matters related to money and banking to ensure that the rules for the
banking industry would be the same throughout the country.

To implement this change in jurisdiction and to govern how banks operate
in Canada, the Canadian government passed the Bank Act in 1871. The
Bank Act governs banks and prescribes the conditions under which banks
may be formed, the range of activities in which they may engage, the
general conduct of their operations, and the relationship they will have
with the government and bank regulators. The Bank Act is revised
approximately every 10 years to ensure that it remains in tune with
changes in public policy, economic conditions, or any other developments
affecting the financial system.

The first Bank Act (1871 Act) institutionalized branch banking in Canada
by authorizing all banks previously incorporated in the provinces to open
branches and do business throughout Canada. It also raised capital
requirements for banks in order to exclude those entities without
sufficient start-up capital from becoming banks. However, there was no
provision made for any form of external supervision of banks. The Bank
Acts of 1881 and 1891 did not deal with supervisory issues.

The Canadian Bankers Association (cBA), a private industry association,
was established in 1891 and was tasked with establishing and operating a
clearing system for the banking community. In 1980, the operation of the
clearing system was taken over from the CBA by the quasi-public
organization, the Canadian Payments Association (CPA) in order to ensure
that nonbank depository institutions would have equal access to the
payments system.

Proposals for various forms of external supervision of Canadian banks
were put forward as early as 1880 following a round of bank failures.
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However, it was not until the 1913 revision of the Bank Act that a
requirement for independent audits of banks was enacted for the first
time. Under this provision, banks were required to have annual audits by
an external auditor chosen by the bank's shareholders from a panel
selected by the CBA and the Minister of Finance.

Before the Bank Act could be revised again, Canada went through a
significant economic downturn. There was a general fall in the prices of
farm products along with more bank failures, both of which were
frequently blamed on the banking system because of the lack of available
credit. The government's response, as represented by the Minister of
Finance, was to improve the system of external bank audits already put in
place by the 1913 revision of the Bank Act. The 1923 revision of the Bank
Act consequently made changes to the previously enacted audit
requirement by (1) requiring each bank to be audited by two audit firms,
subject to replacement every 2 years; (2) requiring that bank auditors be
experienced and belong to an association of accountants; and
(3) authorizing the Minister of Finance to select an auditor to examine the
affairs and business of a bank and provide an audit report to the Minister
of Finance. The 1923 revision was intended to ensure that audit reports
would be filed in a routine manner by qualified auditors, thereby providing
some form of supervision over banks, but not requiring government
inspection.

In 1924 the failure of the Home Bank, a bank with 70 branches, provided
the impetus for additional changes to the Bank Act. An inquiry into the
conduct of the Minister of Finance in connection with the Home Bank
failure and the Department of Finance's supervisory capability determined
that if the Minister of Finance had investigated the Home Bank and acted
on the findings, the bank could have been liquidated at a cost lower than
the cost that resulted from its failure.

The conclusions of the Home Bank inquiry led the Canadian government
to establish a system of government bank inspections. An amendment to
the Bank Act in 1924 provided for the appointment of an Inspector General
of Banks to head the relatively small Office of the Inspector General of
Banks (OIGB). OIGB'S primary duty, on behalf of the Minister of Finance,
was to make sure that banks observed the safety and soundness
provisions of the Bank Act. It fulfilled this duty by conducting annual bank
inspections as well as by relying on information submitted by banks'on an
annual basis, audit reports from external auditors, and discussions with
bank managers. Although OIGB did not have enforcement authority, it
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could turn to the courts if it needed to take some specific action, such as
closing a bank.

During the late 1920s and early 1930s, Canada, similar to many countries,
experienced a major depression. Although no banks failed, the banking
industry was thought to have contributed to the depression because it had
not extended credit. As a result, in 1933, before the next decennial revision
of the Bank Act, the Canadian government set up a board of inquiry to
(1) consider the advisability of establishing a central bank as a
"preliminary step toward an easy money policy," (2) examine the Bank
Act, and (3) look at the functions and operations of the Canadian banking
system.

The result of the inquiry was the enactment in 1934 of the Bank of Canada
Act establishing Canada's central bank. Although the creation of the Bank
of Canada led to the initiation of required bank reserves and the phasing
out of privately issued bank notes, the main responsibility of the Bank of
Canada was, and remains today, the formulation and implementation of
monetary policy. Its role in this area has not been without controversy: In
1956, the Minister of Finance blamed the Bank of Canada for following a
tight monetary policy during a period of high unemployment and slow
economic growth. By 1961, continuing conflicts between the government
and the Bank of Canada forced the resignation of the Governor of the
Bank of Canada.

In response to the treatment of his predecessor, the new Governor of the
Bank of Canada insisted that in the normal course of events, the Bank of
Canada would have responsibility for monetary policy; but in the case of
disagreement between the Minister of Finance and the Bank of Canada,
the government would be responsible for directing the Bank of Canada's
monetary policy. The Minister of Finance agreed, and the Bank of Canada
Act was amended in 1967 to formalize the arrangement. According to Bank
of Canada officials, this arrangement made it clear that the government
was to take ultimate responsibility for monetary policy, but that the Bank
of Canada was to accept immediate responsibility for monetary policy so
long as a directive was not in effect. As of April 1995, a directive had never
been issued.

In 1964, the Canadian government appointed the Porter Commission to
report on the banking and financial system and to recommend legislative
changes. The Commission concluded that large banks had too much
power and independence. Its findings resulted in several legislative
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changes that increased competition among financial entities but did not
extend federal supervision to nonbank financial entities. The 1967 revision
of the Bank Act reduced regulation of banks by (1) softening the
distinction between banks, trusts, and loan companies; (2) allowing banks
to make mortgage loans; and (3) removing the interest rate ceiling on bank
loans. In addition, bank reserve requirements were lowered.

The dissatisfaction of provincial governments with the absence of deposit
insurance in Canada led the federal government to introduce legislation on
deposit insurance. The Canada Deposit Insurance Corporation (CDIC) was
thus established in 1967 and provided coverage for other financial
institutions, such as trust companies and credit unions. The province of
Quebec was the only province that had established its own deposit
insurance system, but only for institutions incorporated in Quebec. All
banks and other financial institutions in Canada are members of cDIC and
are therefore covered by its deposit insurance system, bylaws, and
standards.

Dissatisfaction With The failure of a number of financial institutions in the early 1980s led to a
Supervision Led to review of OIGB's supervisory methods. The Canadian government set up a
Creation of OSFI in 1987 special commission of inquiry, the Estey Commission, to examine the

effectiveness of the supervisory and regulatory system. The reviews were
made public in 1986 along with the federal government's Blue Paper, "New
Directions for the Financial Sector," which recommended the
consolidation of the bank and insurance company supervisory offices. In
1987, the Department of Insurance and OIGB were merged to form the
Office of the Superintendent of Financial Institutions (osFI).

Because osF governs other federally incorporated financial institutions,
such as insurance companies and trust companies, OSFI was established by
the Office of the Superintendent of Financial Institutions Act of 1987
instead of the Bank Act. osF was created to deal with the growing
similarity between banks and nonbank financial institutions and with the
need for a modern regulatory framework, including a strong supervisory
capability. To accomplish this goal, osI's supervisory authority was
strengthened-its staffing increased, and its scope of authority was
extended to include all federally incorporated financial institutions,
including banks, insurance companies, and trusts.' 0

0°Henceforth, the term financial institutions in this report is used to designate federal deposit-taking
financial institutions, such as banks and trust companies.
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At the time osFI was created, the decision was made to keep CDIC separate
from osFI. The federal government decided that the mandates of CDIC, as
the deposit insurer, and osF, as the supervisor, were substantially
different, thus justifying keeping the two separate despite some overlap in
their responsibilities. According to Canadian officials, the government felt
that some overlap was useful, since it created checks and balances in the
supervisory system. As the insurer, CDIC had to be concerned about
minimizing the cost to the system of financial institutions' failures. As the
supervisor, osF had to be concerned about maintaining confidence in the
financial system.

Canadian banks are to be regulated and supervised with the specific
purpose of ensuring safety and soundness of individual banks along with
the stability of the system as a whole. Canadian banking law does not
address such issues as fair lending or community reinvestment. Even so, in
consultation with bank regulators CBA has developed voluntary guidelines
on such issues as consumer and small business lending. The large
Schedule I banks have also played a significant role in developing and
promoting these guidelines-partly out of a sense of social responsibility,
and partly to head off legislated solutions to problems.

Supervision of Banks' As previously noted, osFI is responsible for supervising financial
institutions that are federally incorporated, such as banks, insurance

Nonbank Activities companies, and federally incorporated trusts. However, since all securities
firms and some trusts are incorporated at the provincial level, the 10
provinces have the principal responsibility for the supervision of such
institutions.

Under an agreement signed in April 1987 by the federal Minister of
Finance and the Ontario Minister of Finance, osFi is to be responsible for
regulating "securities-related activities of federal financial institutions
carried on directly by the institution."" Securities activities that are
restricted to subsidiaries of a bank or insurance company-including
underwriting of equity and debt and secondary market trading in
equities-are to be supervised at the provincial level.

"The permitted activities are specifically listed in the agreement and include those relating to
(1) sovereign debt, (2) money markets, (3) debt securities of the institution, (4) secondary market
trades in corporate debt securities, (5) capital market activities in syndicated or consortium loans,

(6) portfolio management and investment counseling to the extent permitted by law, (7) dealings in
mutual funds, and (8) trades for fully managed accounts.
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